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The Elements of Capital and Strategy+

Familiar to nearly every healthcare 
provider and commercial 
health plan is that government 
reimbursement rates barely cover 
healthcare delivery costs, if that. 

Also well-known is that healthcare 
delivery costs have been increasing 
at rates that exceed inflation 
and government reimbursement 
trends—and are expected to 

continue to do so. Compounding 
this trend is the influx of additional 
Medicaid patients in many states 
following implementation of 
the Affordable Care Act and 

Source: U.S. Census, Centers for Medicare & Medicaid Services, Kaiser Family Foundation, National Institutes of Health/Centers for 
Disease Control and Prevention. Forecast assumes: (1) constant utilization rates; (2) maintenance of current relationship between 
Medicare seniors and Medicare blind and disabled populations; (3) growth of Medicaid enrollment at the same rate as overall 
population growth; and (4) flat uninsured population.

U.S. Population by Insurance Status (2000-2050) Inpatient Discharges (2000-2050)
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What happens when economies of scale are not enough? We believe it likely the 
era of consolidation among hospitals will begin to slow as markets mature and 
attention shifts to the next stage of health care’s evolution.
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the absolute certainty that 
demographic trends will result in 
substantial and disproportionate 
increases in the utilization 
of healthcare services by 
lower-paying, higher-utilizing, 
government-insured patients.

This puts enormous pressure 
on healthcare providers to 
better manage their costs or to 
cost shift to the commercially 
insured. Neither alternative 
is pleasant, nor is it easy. 
So, it is only reasonable that 
healthcare providers would try 
to develop mitigating strategies 
amidst these increasingly dire 
circumstances. Some of these 
strategies are based on the 
premise that technological 
innovation will somehow present 
a solution. Others assume that 
mergers, whether horizontal 
(providers acquiring providers 
and health plans acquiring health 
plans) or, more rarely, vertical 
(providers acquiring health plans 
and vice-versa), will help address 
this enormous problem.

Analysis of Horizontal 
Mergers

There are few horizontal mergers 
announced in the healthcare 
industry today that do not identify 
in their press releases the Four Key 
Virtues of (1) cost synergies, (2) 
improved efficiency, (3) improved 
quality, and (4) better customer 
service as the key drivers of 
the merger. Patients are often 

explicitly cited as the principal 
beneficiaries of the merger, though 
consumers (those who pay for 
services, whether they are patients 
or not) are implicitly identified 
as beneficiaries of the proposed 
merger, too. But do horizontal 
mergers deliver on these goals?

Surveys attempting to measure the 
benefits of mergers reflect mixed 
results. The American Hospital 
Association (AHA) and Charles 
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Healthcare Transaction Volume and Value Trends (Announced)
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Note: Select transactions include domestic healthcare providers and services mergers/acquisitions. The uptick in deal value in 2015 
is partially due to two announced megadeals, Anthem/Cigna for $51.9 billion and Pfizer/Allergan for $148.6 billion.
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CONSUMMATED Transactions

ATTEMPTED TransactionsANNOUNCED Transactions

Selected Transactions

River Associates (CRA) found that 
hospital and health system mergers 
offer substantial merger benefits 
in the form of cost savings and 
quality improvement. This January 
2017 study was based on hospital 
leader interviews supplemented 
by an analysis of the effect on 
operating cost and quality resulting 
from mergers of non-federal acute 
care hospitals occurring from 
2009-2014. The study found a 
2.5 percent reduction in average 
operating expense per admission 
of acquired hospitals relative to 
their non-merging peers, though 
that reduction was offset by a 
larger 3.9 percent reduction in net 

patient revenues as well. The study 
also found “less conclusive support 
for the quality benefits of hospital 
mergers.” In 2017, Deloitte and 
HFMA performed a similar survey, 
using similar methodologies, 
having similar limitations, and 
referencing the AHA/CRA report 
discussed above. Not surprisingly, 
the Deloitte/HFMA report arrived 
at a similar conclusion.  

While informative, both the AHA/
CRA and Deloitte/HFMA reports 
have four major shortcomings. 
First, neither report examined 
the cost impact of the merger on 
the acquiring hospital or health 

system, which often absorbs 
additional overhead costs (e.g., IT, 
Human Resources, Contracting, 
Revenue Cycle, Legal, Executive) 
displaced at the acquired hospital 
following a merger. (The Deloitte/
HFMA report acknowledges 
this.) Second, the evidence for 
improved cost, in aggregate, 
and quality relied on hospital 
leaders’ representations gained 
through interviews, which may 
be somewhat subjective. Third, 
quantified evidence of merger 
benefits was limited to the narrow 
case of impact on the target. 
There appeared to be little or no 
evidence beyond hospital leaders’ 
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assertions made during the 
interviews. It is nearly impossible 
to find recent, quantified evidence 
of the benefits of horizontal 
mergers and whether such mergers 
achieved, in totality, the impact 
and benefits described in the 
studies. Finally, and perhaps most 
important, there appears to be 
virtually no objective evidence 
that the claimed improvements 
in performance and efficiency 
translate into (1) lower prices 
for patients and those paying 
health insurance premiums or (2) 
improved quality.

However, there is a substantially 
larger body of work that examines 
post-merger effects on the 
companies merging and on 
consumers—and indicates different 
results. For example, a well-known 
McKinsey study of 160 mergers 
(it is unknown whether these 
included any healthcare provider 
mergers) found that about 70 
percent of mergers failed to achieve 
expected top-line synergies, 
and 40 percent failed to achieve 
expected cost synergies. In Market 
Concentration Variation of Health 
Care Providers and Health Insurers 
in the United States, authors Brent 
D. Fulton, Daniel R. Arnold, and 
Richard M. Scheffler assert that 
(horizontal) consolidation among 
providers and health plans has 
increased their respective market 
powers, resulting in higher prices 

but typically not higher quality 
of care. Similarly, in a recent 
report from the Nicholas C. Petris 
Center on Health Care Markets 
and Consumer Welfare School of 
Public Health at the University of 
California, the Berkeley Healthcare 
Forum concludes that market 
concentration among providers 
has resulted in higher inpatient 
and outpatient prices, especially in 
Northern California, which has seen 
substantial market concentration 
among providers over the past two 
decades. Congressional testimony 
in February 2018 by Martin Gaynor, 
Professor of Economics and 
Health Policy at Carnegie Mellon 
University, states that “extensive 
research evidence shows that 
consolidation ... leads to substantial 
price increases for hospitals, 
insurers, and physicians without 
offsetting gains in improved quality 
or enhanced efficiency.”

Given this evidence that the Four 
Key Virtues are apparently elusive 
in horizontal mergers, what, then, 
explains the rationale for the rapid 
consolidation of health systems that 
occurred nationwide over the past 
decade? 

There may be several answers to 
that question. As health plans are 
rapidly merging or attempting 
to merge, healthcare providers 
are doing the same in a kind of 
arms race whereby the continued 

consolidation of health plans 
creates a perceived market 
imbalance among healthcare 
providers, whose leaders attempt to 
regain some semblance of market 
balance by also merging—and 
vice-versa. That dynamic alone 
may explain much of the horizontal 
consolidation trend. 

Not often explicitly stated in 
merger partners’ press releases 
are a number of additional and 
significant reasons for horizontal 
consolidation, including, but not 
limited to, (1) access to capital, 
which benefits from scale, and 
the corresponding need to make 
significant capital investments; 
(2) the opportunity to implement 
clinical standardization, which has 
both cost and quality implications; 
(3) service line rationalization across 
regionally affiliated organizations, 
which can serve to enhance 
quality and reduce redundancy in 
the newly formed, larger system; 
(4) the shared costs and large-
scale benefits of standardized 

“We also never factor in,  
nor do we often find, 
[merger] synergies.” 

              – Warren Buffet

“Post-merger, there are few synergies—or financial gain—within 12 or 24 months 
... Rather, a consolidation or transaction has much more to do with creating a 
larger force in the local market during that time.”

—”10 Lessons from Leaders Who Have Merged  
or Acquired Hospitals,” Becker’s Hospital Review 

mailto:https://www.mckinsey.com/business-functions/strategy-and-corporate-finance/our-insights/where-mergers-go-wrong
mailto:https://www.mckinsey.com/business-functions/strategy-and-corporate-finance/our-insights/where-mergers-go-wrong
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information technology platform 
implementation; (5) the ability to 
spread overhead costs across a 
larger enterprise; (6) cost reductions 
in purchasing and supply chain; and 
(7) the ability to attract and retain 
the level of skilled talent capable 
of managing in an increasingly 
complex environment. But, again, 
there is the issue of whether and to 
what degree these additional stated 
objectives are satisfactorily met.

And yet, there may be another 
dimension to this question of 
what is driving healthcare industry 
consolidation. Deep within this 
urge to merge remains the genuine 
concern that healthcare delivery 
costs and health plan administrative 
costs, respectively, must be 
improved or at least that the 
pressure to act on these costs must 
be deferred in ways that economies 
of scale alone cannot accomplish. 
This concern is of particular 
importance to the psychology of 

not-for-profit healthcare providers, 
which, because of their community 
missions, may find it especially 
challenging to adopt more directly 
aggressive approaches to cost 
management. 

There are some exceptions (besides 
access to capital and potential 
clinical alignment, as mentioned 
previously), to be sure, such as 
when consolidation occurs around 
a tightly focused theme, such 
as dialysis, ambulatory surgery 
center management, behavioral 
health, and so on and results in the 
improved efficiencies and outcomes 
associated with a tight focus.

The industry’s search for a different 
business model to address cost, 
quality, access, and consumer and 
employee satisfaction has led to 
the exploration of value-based 
care as a potential solution. Benefit 
and reimbursement structures that 
shift risk among payers, providers, 

patients, employers and their 
employees are gaining ground 
throughout the industry. As a result, 
another merger trend is happening, 
perhaps more subtly, but also 
one that ultimately may be more 
profound: vertical consolidation.

Trends in Vertical 
Consolidation

Far fewer publicly announced 
transactions can be described as 
vertical consolidation, particularly 
among and between health plans 
and providers. There is a prominent 
exception, however: Optum.

From 2011 to early 2015, Optum 
established a foundation as a 
service provider to health plans and 
healthcare providers by acquiring 
at least 13 significant companies 
involved in care management, 
revenue cycle, pharmacy benefit 
management, clinical support, 
clinical benefit management, clinical 

Acquisitions by Optum

Healthcare Delivery

Carol Corporations

Healthcare Services

Nothing. And then:

2011  2012  2013  2014  2015  2016  2017
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research, clinical IT, accountable 
care organization management, 
and digital health. However, 2015 
saw a significant shift in Optum’s 
apparent strategy, reflected in its 
acquisition of MedExpress—its 
first significant acquisition of 
a healthcare provider. All but 
two of its next eight 
acquisitions were of 
provider organizations, 
with special emphasis on 
primary care physician-
oriented medical groups 
and outpatient service 
providers.

Is this the dawn of an 
integrated delivery and 
financing strategy? 
Is Optum venturing 
a modern repeat of 
what Henry J. Kaiser 
and Sidney Garfield 
accomplished 75 years 
ago to ultimately great 
success? Optum’s 
apparent strategy in 
contrast to others 
leads us to ask a key 
question: When it comes 
to achieving true cost 
and service efficiency 
in health care, which 
is better: horizontal or 
vertical consolidation? 

We believe vertical consolidation, 
where providers and insurers 
come together, may be the natural 
next step in the evolution of 
healthcare industry consolidation. 
In addition, vertical consolidation 
following a successful period 
of horizontal consolidation in a 
market may result in a superior 
strategy, in the long term, for 
achieving and delivering value for 
consumers. Fundamentally, the 
reason for this is that horizontal 
consolidation is often more about 
market power and, as such, may 

tend to perpetuate a perspective 
inconsistent with value creation for 
the consumer. In contrast, vertical 
consolidation as a next stage in 
market evolution could demand 
a profound and useful change in 
perspective. 

This change in perspective has 
two elements. First, it requires the 
provider to consider its customers 
to be employers and employees 
(and, to the extent capitated, 
the government), in addition 
to the patient, with whom they 
immediately interact. Second, 
it helps to remove the perverse 
financial incentives long associated 
with fee-for-service medicine 
because a vertically consolidated 
business model is, ultimately, on 
the hook for cost and performance 
in ways that fee-for-service 
providers never were or can be. This 

change in perspective is the key 
to true “population health”—and 
critical to finding ways to more 
effectively achieve the four virtues.

Is a merger required to achieve 
vertical consolidation? Not 
necessarily. Contractually 

delegating risk from 
payers to providers can 
achieve many of the 
potential benefits of vertical 
consolidation in markets 
where payer-provider 
mergers are unlikely. 
However, vulnerabilities 
will continue to exist for 
the contractually bound 
independents should 
another market participant 
succeed at fully integrating. 

H2C has many not-for-
profit clients attempting 
in various ways to address 
the economic imperatives 
associated with population 
health. In every case, these 
efforts include alignment 
with the interests of 
employers and the insured 
or efforts to find better 
ways to meet the needs of 
a high-utilizing, generally 
older Medicare-insured 

population at lesser cost. Horizontal 
consolidation may begin to address 
these issues, but it does not 
necessarily represent an end state 
in many markets. Rather, it may be 
the necessary precursor to a new 
wave of vertical consolidation that 
is beginning to appear. 

In future editions of this series, we 
will examine the successes and risks 
of integrated delivery and financing 
models across the country and 
how healthcare organizations are 
adapting to new modes of payment 
and care delivery.

                 , In Its Own Words

“We aim to have established primary 
and ambulatory health care in 
markets representing at least 60 
percent of the population.”

“By 2025, advanced technology will 
have been applied [to] support both 
the patient and the physician at the 
point of care.”

“[We are] developing data-driven, 
risk-bearing, high-value ambulatory 
care systems in local communities.” 

“Our focus is on affordability.”
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About Hammond Hanlon Camp LLC

Hammond Hanlon Camp LLC (“H2C”) is an independent strategic advisory 
and investment banking firm with a primary focus on healthcare services 
companies and related organizations. Our commitment to exceed our 
clients’ expectations begins with senior leadership on every engagement and 
continues with independent and objective advice. Our belief in the markets 
and in the power of competition has resulted in loyal clients and long-term 
relationships.  

H2C offers services in the following areas:

 � Strategy design, development, and execution
 � Mergers, acquisitions, and divestitures
 � Capital planning and management
 � Capital markets financial advisory and private placements
 � Real estate advisory and execution services
 � Restructuring and insolvency

Visit h2c.com for more information.

Contact Us

With offices in New York, Atlanta, Chicago, and San Diego, the professionals 
at H2C are committed to providing superior strategic and financial advice as 
a trusted advisor to the healthcare community.

If you would like to know more about any information in this report or wish 
to better understand how H2C’s healthcare advisory services can benefit your 
organization or project, please contact inquiries@h2c.com or visit our website 
at h2c.com. 

 

 

 
Hammond Hanlon Camp LLC offers securities through its wholly-owned subsidiary, 
H2C Securities Inc., a member of the Financial Industry Regulatory Authority (FINRA) 
and the Securities Investors Protection Corporation (SIPC) and registered with the 
Securities and Exchange Commission (SEC), the Municipal Securities Rulemaking 
Board (MSRB) and the National Futures Association (NFA).
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